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Reply to Citibank's J 


We believe that the New York law has never been to the 
effect stated by Citibank, that a bank need not inauire behind a 
trustee's endorsement of a check. The common law is to the 
contrary, and is sought ta be changed by section 4 of the Uniform 
Fiduciaries Act, as we show at pages 6 - 8 of our main brief. At 
this point, since Citibank appears to rely on section 4 of the 


ath, ie 


Uniforn. Fiduciaries Act and section 359-1 of the General Business 
Law, which was taken from section 9 of the Uniform Fiduciaries 
Act, a brief review of certain legislative history in New York is 
in order. 

The Uniform Fiduciaries Act is reproduced in its entirety 
at pages I - II of the Addendum to this reply brief. It was introduced 
(except for §§ 12 - 16) in the New York Legislature in 1930 as 
S.Int.No. 894 and A.Int.No. 675. It passed the Assembly, but was 
not reported out of the Senate committee (N.Y, Legislative Index, 
1930, pp.58,161). However, sections 1 and 3 of the Uniform 
Fiduciaries Act (which contain definitions and relate to the oblig- 
ations of a corporation transferring its stock in the name of a 
fiduciary) were in effect adopted by Laws of 1937, ch. 344, and 
became sections 359-i and 359-j of the General Business Law. A 
picture of L.1937, ch. 344 is set forth at pages III - IV of the 
Addendum. Section 359-i is still in effect; section 359-j was 
repealed in 1959, but was incorporated in Article 23-C of the 
General Business Law. Then in 1948, the Legislature added 
section 359-1 to the General Business Law, which is close to, 
altnough not as broad as section 9 of the Uniform Fiduciaries Act. 
A picture of section 359-1 is at page V of the Addendum. Section 


359-1 covers the liability of a bank when a fiduciary deposits trust 


funds in his rorsonal ac~ount in the bank. 


we 


When the Legislature passed ch. 344 of the Laws of 1937, 
Dean Robert S, Stevens wrote to the Governor advocating signature. 
The letter ‘s contained in the bill ,acket for the law, and is repro- 
duced at pages VI - VII of the Addendum. Dean Stevens states that 
the "entire Fiduciaries Act was before the Legislature" in 1930; 


that the Act was ''based upon the principle that persons dealing with 


fiduciaries should not be charged with constructive notice that certain ats 


Ofthe fiduciaries are breaches of trust; that, in the ordinary course 
of banking and commercial transactions, it is not practicable to make 
inquiry into the conduct of fiduciaries; and that persons dealing with 
fiduciaries should not be bound to inquire into their trust relationship 
and supervise them in the performance of their duties." 

This same thought seems to underlie the reasoning of 
Judge Frankel below. The writer of this brief has the greatest 
respect for the erudition of Dean Stevens, who was one of his law 
professors, and of Judge .rankel. However, the New York Legis- 
lature did not agree with their views and refused to exempt banks 
from the long established commen law of trusts except in a few 
specific situations, such as that contained in section 359-1 of the 
General Business Law relating to a deposit by a fiduciary of trust 
funds in his own account. Specifically, the Legislature refused to 
enact section 4 of the Uniform Fiduciaries Act which covers the 
Situation here, a transfer by a fiduciary to a third person of a 


a's 


negotiable instrument payable to the trust; thus, it left the common 


law in effect in New York, as Scott points out (see our main brief, 
pp. 6 - 8). 

All of the authorities cited by Citibank in pages 6 - 13 of 
its brief involve situations where a fiduciary drew funds from the 
trust account and deposited them in his account or paid his debt with 
them, the situation covered by section 359-1 of the General Business 
Law. These same authorities were cited by Citibank in the District 
Court below. While we have taken issue with the decision below, we 
note that Judge Frankel, although hulding with Citibank, did not cite 
Citibank's authorities, obviously recognizing that they were irrelevant. 
Plaintiffs did not claim below and do not claim here that there are 
any authorities in point. However, the common law of trusts would 
make Citibank liable, and the Court below was not justified, in effect, 
in legislating section 4 of the Uniform Fiduciaries Act into law. 

The distinctions between \1e various situations involved ia 
this area are important. It is one thing for a fiduciary to draw funds 
from the trust account and pay them to himself. For example, how 
else can he pay his commissions? It is quite another thing for the 
fiduciary to endorse to a third person a check payable to a trust. 
There's something fishy about this; perhaps the fiduciary is trying 
to hide something; perhaps he could not make the transfer in proper 
form, as here, wh » Bush did not naintain a bank account for the 


— a 


trusts (Brown Brothers Harriman & Co. was the depositary and 
handled the receipt and disbursement of the trust funds). In an 
analagous’ situation, where a corporate president draws a corporate 
check on Bank A to his own order and with it pays his debt to Bank A 
Bank A is held to be on inquiry (see: General Business I.aw § 
Banking Lew § 9; U.C.C § 3-304(2); 5 N.Y. Jur. Banks and Trust 
Companies §§ 435,436; 4 Scott on Trusts (3rd ed.) pp. 2410-2411); 
but if the corporate president had deposited the check in his account 
in Bank B (no duty of inquiry - General Business Law § 359-1), and 
then had drawn his check on that account in payment of his debt to 
Bank A, there can be no doubt that Bank A would have no duty of 
inquiry. The result of each transaction is the same, but the diff- 
ere ice in method of execution leads to an entirely different legal 
conclusion. These are not distinctions "without a difference" or 
elevating ‘form over substance" (Citibank's brief, p.10). These 
are aie old distinctions drawn in the common and Statutory law. 

Citibank's discussion of plaintiffs' authorities, at pages 
13 20 of its brief, continues to rely on rules of law such as 
Generai Business Law § 359-1 and Uniform Fiduciaries Act § 4, 
which just do not apply here. 

We are left with a case governed by no statute, to which 
no exception to the general . .les applicabl ) trusts has ever been 
announced in New York. We respectfully submit that the United 
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§ 359-1; 


States Courts should not legislate New York law which the New 


York Legislature has rejected. 


Reply to Citibank's I 


This case does not involve Citibank's liability as the 
bank of deposit for Bacon, Stevenson & Co. Citibank here was both 
the drawee or bank of deposit for Bacon, Stevenson & Co., and the 
endorsee or collecting bank for Inter Mundis. It is Citibank's 
liability in the latter capacity which concerns us. Had the checks 
been endorsed for deposit to the account of the drawees, plaintiff 
trusts, Citibank would have declin*d to accept them because it had 
no account for the trusts. If it accepted them for any other account, 
other than one of Bush, and if the argument of plaintiffs has merit, 
it should have held the proceeds for plaintiffs, and it should now pey 
the proceeds over. In neither. situation would it be violating any duty 
it owed to Bacon, Stevenson & Co., and any discussion of its possible 
liability to its customer, Bacon, Stevenson & Co. is irrelevant. 
Were Citibank's argument io hae validity, that it had to honor its 
deposito; directions, it could escape liability even if it had actual 
knowledge of Bush's theft. The ubligation of a bank to its depositor, 


to honor checks properly negotiated, does not negate the law of 


conversion and of trusts. 


Reply to Citibank's III 


The quotation of Citibank from Whiting v. Hudson Trust 
Co., 234 N,Y. 394, is probably copied in every brief submitted to 
«very court by every bank charged with mishandling funds. Note 
that Dean Stevens, in urging the adoption of the Uniform Fiduciaries 
Act, made a similar argument (Addendum, pp. VI-VII). We have no 
statistics on the number of checks payable to trusts which are diverted 
by endorsement to third parties. There cannot be many of them, 
because neither counsel nor the Court below found any cases in 
point. Let us not repeal the law of trusts in order to let banks deal 
willy-nilly with funds they handle, in careless disregard of the rights 


of others, 


Reply to Citibank's IV and VI 

As we noted at eee 13 - 14 and 18 of our main brief, the 
delegation of authority to Bush to act alone neither authorized him to 
steal the trust funds nor bars plaintiffs from claiming against him 
and bank which aided him. Again, the Court is asked to note that 
such delegation was by the settlors; the fact that the settlors were 
also trustees and beneficiaries did not mean an "abdication" of their 
duties (duties to whom, to themselves?). The delegation accomp- 
lished what could have been done when the trusts were set up, that 


is, the settlors could originally have appointed Bush sole trustee. 


me oes 


Would that have given Bush license to steal, and would that have 
given permission to Citibank to close its eyes to a misappropriation 
of trust funds ? 

Citibank quotes from Restatement Trusts 2d § 184, but 
stops short of quoting Comment b thereof, which reads: 

"By the terms of the trust, where there are several 
trustees, it may be provided that one or more of the 
trustees may be permitted to have exclusive possess- 
ion or control of the whoie or a part of the trust 
property.” 

That was the situation here. The settlors of the trusts 
amended the indentures to give Bush authority to act alone (Stip- 
ulation § 6 - Al0; this paragraph reads that such authority was given 

-by the then trustees; actually they were the settlors, who were aiso 


co-trustees.) The situation was the same as if the settlors, when the 


trusts were created, gave such authority to Bush. This was not an 


"abdication"; this was a grant of authority, permissable under the 
trust indentures. Paragraph TWENTIETH of the indentures reads: 
"The Settlor expressly reserves the right to amend, 
modify and revoke, in whole or ir t, this trust 
at any time during the settlor's lic. 
Citibank does not talk in terms of contributory negligence, 
preclusion, waiver or estoppel, and no such defense is alleged in its 


~~ 


answer. Suffice it to say that even if the Hiltons were negligent in 
delegating sole authority to Bush (and we stoutly deny this), their 
fault does not insulate Citibank from liability. One who converts 
property cannot plead as a defense the negligence of the owner. 
Hartford Acc. & Ind. Co. v. Walston & Co., 21 N.Y. 2d 219 (1967); 
Bassett v. Spofford, 45 N.Y. 387 (1871); Hamlin v. Sears, 82 N.Y. 
327 (1880); Soma v. Handrulis, 277 N.Y. 223 (1938); Effron v. 
Hale, 200 Misc. 966 (Sup.Ct. 1951). Nor are the present trustees 
precluded from maintaining this action because of any claim of 
misconduct by their predecessors (at this time, Vincent and 
Edward Hilton are trustees; when the indentures were amended, 


Vincent and Mary Hilton, and Bush, were trustees). As stated 


in Bogert, Trusts and Trustees (2d ed.) §871, p. 93: 


"The action to procure relief for a breach of 
trust may be brought on behalf of the cestuis by a 
successor of the wrongdoing trustee, or by a co- 
trustee, or the wrongdoing trustee may himself sue 


a third party who participated in the breach." 


Reply to Citibank's V 


The reference to U.C.C,. §3-117 does not seem to add 
anything to the argument. Bush may have had authority to negotiate 
the checks for a proper purpose, like sending them to Brown Brothers 


Sr 


Harriman & Co., the trusts depositary, for deposit. He had no 
authority to make them available to Inter Mundis. 
Nor does article THIRTEENTH of the trust indentures 
rescue Citibank. This is a boiler plate provision customarily found 
in trust indentures and in wills, the int eat of which is to make it 
easy tor the trustce or executor to manage the affairs of the trust 
or estate without having to prove to third parties his right tc u_ so. 
Provisions like this were originally intended tc overcome the common 
law rule, which is stated in Scott on Trusts (3rd ed.) §321, p. 2510: 
"%* %* * that a purchaser of trust property is liable 
in equity to the beneficiaries for the purchase price, 
although the trustee had made the sale in the proper 
exercise of a power of sale and although the purch- 
aser had paid the purchase money to the trustee, 
unless the money so paid was properly applied by 
the trustee for the purposes of the trust." 

Scott states further (idem.): 
"Where the rule prevails it is almost the universal 
custom to insert in a trust instrument containing a 
power of sale a provision that purchasen;shall not be 
bound to see to the application of the purchase money." 

Ccuid Bush, the misappropriating trustee, claim protect- 
ion under this article of the indenture, arguing that his endorsement 


ee 


of the checks to the account of Inter Mundis "was executed in accor- 

dance with" the indentures, "binding upon all beneficiaries there- 

under", and that he was "duly authorized and empowered to execute 

and deliver" them for deposit in the Inter Mundis account (quotations 

from article THIRTEENTH)? That would be absurd. Bush was a 

thief, and this article would be no protection to him. Can it be 

said that the endorsement of the checks was the "exes ‘tion" of s 

them? We doubt it. But even if it can, and even if article 

THIRTEENTH say; that the execution was "conclusive evidence" ’ 

of its propriety, here the actual evidence shoy = conc «sively thut 

such "execution" was not proper. (Stipulation § 10 - All). In this . 

Court, which is to prevail, a provision intended t. acilitate the 

trust administration and to protect a bona fide third pcrson, or the 

actual facts? If article THIRTEENTH is no protection to Rush, how 

can it be to one who aids him, Citibank, which was on inquiry as to 

his misappropriation and knew nothing about that article? And so 

the Restatement, Trusts 2d states: 
"§32°. “lisapplication of Payments Made to Trustee 
If a third person pays or conveys to the trustee money 
or other property which the trustee as such is auth- 
orized to receive, and the trustee mis. lies the 
money or other property, the third person is liable 


for particiapetion in the breach of trust, if, but only 


ma 


if, when he made such payment or conveyance he 
had notice that the trustee was misapplying or 
intending to misapply the money or other property, 
ee 


"e. If a trustee in the proper exercise of a 


power of sale sells trust property, and the purchaser 
pays the purchase price with notice that the trustee 
intends to misapply the purchase price, and the 
trustee does misapply it, the purchaser is liable to 
the beneficiary for the amount of the purchase price, 
This is true even though it is provided in the trust 
instrument that the purchaser shall not be required 
to see to the application of the purchase money." 


(underlining added.) 


The same rule is, of course, appiied where the law, even without such 


provision in the trust indenture, excuses a purchaser of trust property 


from the duty of seeing to the application of the proceeds. As stated 
in King v. Richardson, 136 F,2d 849, 864 (CCA 4th, 1943) cert. den. 
320 U.S,.777 (1943): 
"It is true that ordinarily a purchaser from a 
trustee is not required to look to the application 
of the purchase money to the purposes of the trust; 
but this rule has no application where the purchaser 


« 32 


knows at the time of nurchase 'of the tructee's 
violation of trust, committed or intended, '"' 
(Citing authorities. ) 

Citibank had a duty of inquiry here, and it was bound 
"'* %* %& by the information which it could have 


obtained if an inquiry on its part had been pushed 


until the truth had been ascertained." (Bischoff 


Vv. Yorkville Bank, 218 N.Y. 106,114 [ 1916]) 


Conclusion 
The judgment appealed from shold be modified as 


requested in plaintiffs' main brief. 


Respectfully submitted, 
John M, Friedman 


Attorney for Plaintiffs-Appellants 
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law and equ including the law merchant | hereby repealed 
and those ru law and equity relating to | 
trusts, aszency, negotiable instruments and bank- § 16. Time of Taking Effect.—This Act shall 
ing, shall continue to apply. take effect [ ]. 


Addendum - II 


Laws or Nuw Youk, 1937 


CHAPTER 344 


AN ACT to amend the penerol bneiness Dow, in relation te reyletration of 
transfer of serwritios 


Became a law Moy 17, 1057, with the tppreval of the tievernor 


Passed, 
three fiftins beings prevent 


The Pevple of the State of New York, represented in Senate and Lasembly, 
do endrt aa folluws: 


Section 1. Chapter twenty-five of the laws of nineteen hundred as 
nine, entitled “An act relatine te general business, constituling tes meee 
chapter twenty of the consolidated laws,’’ is hereby amended by +40 1990 te 
inserling therein a new article, to be article twenty-three-b, to read © se. 
as follows: 


Pi Sey 


ARTICLE 23-B 


S29 


Reoistration or Traxsren or Secrniti¢s 10 on ny Fioreciaans 


So en 


Bection 349-1, Detinitions 
399-j. Keyistration of transfer of securities lield by fidu- 
crirics 
359-k. Revistration of transfer of ‘scenrities standing in 
name of deceased person or of minor, ward. or 
Incompetent under cunrelianship or committee. 
ship, or of deceased or discharged trustee. 


© OS ee ew 


——— 


8 359-4 Defnitions. 1. In this article unless the to 
Ject matter otherwese requires : 


sub 


“Pidnetrv’’ jneludes na trusicee under anv trust expressed, 
Waplied, resulting or coustenetive, exeentor, administeate r, guard. 
AN, com-ervator, eurator, tecerver, trustee an bankruptey, assirnee 


Se ee 


for the benefit of ¢ relitors, partner, arent, oflicer of corporation, 
Public or private, public officer, or any other person acting in a 
fic, ary eapruoty for ony person, trust or estate. 
“Person! inelides a corporation, pactnership, or other assovia- 
tion, r two or more persons having a joint oe common interest. 

2 An act. is done “in gourd faith’’ when it is done in fact hon- 
Ctly, whether if he done neclveutly or not 

§ 4). Registration of ‘rausfer of securities held by fiduci- 
aNen 10 ay fiedans invy in whose tame are registered any shares of stork, 
bot. ar other securities of any corporation, publie or private, or 
COM ar other association, or of any trust, transferd the same, 
Neh corperation or company or other assecintion, or any of the 
Mtoe af the ten ft, or its or their travsver agent, ig net bound 
10 ii nine Whether the fiduciary is committing a breach of hia or 
UWS oblisution ns filuciary in making (he ivnufer, or to see to the 
Mrformnanee af the fiduciary oblisation, aud is liable for registering 
eh transfer only when regisiration of the transfer is made 
With aetnal knowledge that the fiduciary is cummitting a breach of 
‘Sor its obligation as fiduciary in making tho transfer, or wilh 


4 ~s+e 2° 


= 
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| 
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Addendum - III 


Laws or New York, 1937 [Cuap. 


knowledze of such facts that the action in registering the transfer 
amounts to bad faith 

f $59-k. Registration of transfer of securities standing in name 
of deceased person or of minor, ward, or incompetent under 
guardianship or committeeship, or of deceased or discharged 
trustee. If any shares of stock, bonds or other securities of any envy 
poration, public or private, or company or other assoviation, or of 
any trust, standing in the name of a deceased persor fa minor, 
ward, or incompetent, or of a deceased or discharg.u trustee of 
other fiduciary, be presented for transfer, accompanied by valid 
and unrevoked letters testamentary or of administration, Je )™ of 
guardianship, or certificate evidencing the grant thereof, or dveres 
order of court or other document appointing o> certificate evi. 
deneing the appointment of a guardian, committee, substituted 
trustee, or other fiduciary, as the ease may be, duly issued by a court 
of ¢ mpetent ju isdiction, or certified copy thereof, together with 
stich other instrument or order of court or certified copy thereof ag 
may be vequieed under the law govermmg transfer of such security to 
suthorize such transfer, the corporation or company or other asso 
ciation, or any of the manavers of the trust, or its or their tran fer 
agent, shall be justified in registering the transier te the executor 
administs Wor, guardian, committee, substituted trustee, or other 
fiduciary, or at his or its order, and shall not be bound to inquire 
whether such executor, administrator, guardian, eominittee, sub- 
stituted trustee, or other fidueimry, is committing a breach of his 
or its obligation as fiduciary in making the transfer, or to sec to the 
performance of the fiducaey oblization, and is linble for resisterins 
such transfer only when registration of the transfer is made with 
actual knowledje that the executor, adioimistrator, guardian, com. 
mittee, substituted trustee, or other fiiuciary, is committing 4 
breach of his or its obliation a4 wdneiacy in making the transfer, 
or with knowledye of such facts that the action in registering the 
transfer aniounts to bad faith; provided, however, that nothing 
herein contaimed shall be vonstrucd to affect any vbligation with 
respeet to collection of estate, inheritance or other taxes, huposed 
on the corporation, company, association, or managers of the trust, 
or its or their trauster apent 

§ 2. This act shall take eifvet immediately, 


Addendum - 


§ 359-l GENERAL BUSINESS LAW Art. 23-B 


§ 359-l. Deposit of moneys by fiduclary 

If a fiduciary makes a deposit in a bank to his per. ial credit 
of checks drawn by him upon an account against which he is em- 
powered to sign as a fiduciary, or of checks drawn by him upon 
an account in the name of '\’s principal if he is empowered to 
draw checks thereon, the |! receiving such deposit mzy as- 
sume, if acting in good faiti id without actual knowledge to 
the contrary, that the funds so deposited by the fiduciary are 
funds to which the fiduciary is personally entitled. Nothing 
contained in this section shall be deemed to modify or otherwise 
affect any provis'.™ of section ninety-five of the negetiable in- 
struments law * nce- to relieve such bank from any liability im- 
posed upon it by law to the extent of any payment or amount 
which such bank may receive for its benefit from any withdraw- 
al or application of such funds so deposited. Added L.1948, c. 
866, § 3, eff. April 6, 1948. 


Addendum - V 


'STAE OF NEWYGRK 
Sooeer § Soervess ee"; 
am ” eenanes 
(met Ue meee - 


. 
fowsad w. wc mAnom 
| Cosas ereuet 
Sew fre TiTt. &. FP. 


April 22, 


' 


<~fionor fable Herbert. is ee 
Capi 
aiken; New York 


Péar Governor Lehman: 


~A¥ 
As a Comnissioner on Uniforn State Laws 1 am 
writing to urge your approvai of Senate bill, 
ntrodue tory No, 255, Print No; °%41 and 950, to 
amend the General Susiness Lay jeletion to the 


registration of transfer of sduciitles. 


interest in the bill is due to the fact 
incorporatos the princinie of esctions 
Uniform Friducilaries Act)<drefted and 
ended by the Nationel Conference of 
ighnena on Uniform State Laws. I havo been 
1xious to cee the entire Uniform Act adopted i. 
his state, and I en particularly desirous of 
having this portion of .that Uniform Act becomo law 
in New York. ‘ 


that the Law Nevision Commission 
you a.detaitled memorandun 
upporting the provisiona of the 
iu, therefore/ innecessary for 
ied argument’, jits support. 
nasize that tho Uniform 
tu entirety was eee apo the 
ns dealing wit’. fiducleries 
with constructive otto 


Addendun - VI 


t ; . 
Y , Az) stats 
.*: Honorable Herbert Hy }ohng 


- ey p- 


yoleries are breeches 
Ce Mie that orcirary course of banking 
<P 5st“Bae SommlsrCLal eransactions, It Ts not practicadle 
os Ora +o maké inquiries into the conduct of fiduciaries; 
"Mt... and that persons dealing with fiduciaries should 
' not be bound to inquire into their trust reletionship 
and supervise them in the performance of their duties. 
The -requirement of such inquiries seriously hempers 
honest fiducolerles in the performance °f tneir ‘ 
obligations, and causes delay and expense which is .: 
ujtinately borne by the beneficiaries themselves. 


Bhi re ei od tH a (ce, NRE SY yt > worsen Sa 
, os May I call your attention, also, to the fact that 
the Uniform Fiduciaries Act had, by 1935, been adopted 
in sixteen states and thet provisions similar to 

‘« Section S59-j of the preseat bill have been enacted in 

_ Several states, viz. Deleware, Illinois, Kentucky, 
Marylan’, Massachusetts, Ohio and Pennsylvania? There ~ 
i3 also’a similar statutory-provision in England. 


‘+t 6m taking the liberty of enclosing two pages 
from a memorgndum*prepared by me in 1930 when the 
entire Fiducleriles Act was before the Legislature. 


oh: CO eee wef known that the risk which the present 
law throws. upon sorporations and their transfer agents 
hompers the ready transferability of shares standing 
in the names of fiduciaries and that to avoid the 
consequent emberrassment, fiduciaries have sometimes 
resorted to the practice of having shares stand in 
tne meme of a nominee without disclosing the fiductary 

.Gharecter of the holding. It scems fer wiser to 

relieve corporations‘of an unjust risk rather than 
to encourages technical evasion of the present law by 
trustees. . ' 


Respectfully yours 
, | . 
/) \ \ \ L 
(Sevag 
\ X maa iS e hb Aa <3 
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